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(i) Be submitted to the Board at least
90 days prior to the expiration of the
applicable time period;

(ii) Provide the reasons for the re-
quest, including information that ad-
dresses the factors in paragraph (b)(5)
of this section; and

(iii) Explain the financial holding
company’s plan for divesting the
shares, assets or ownership interests.

(5) Factors governing Board determina-
tions. In reviewing any proposal under
paragraph (b)(4) of this section, the
Board may consider all the facts and
circumstances related to the invest-
ment, including:

(i) The cost to the financial holding
company of disposing of the invest-
ment within the applicable period;

(ii) The total exposure of the finan-
cial holding company to the company
and the risks that disposing of the in-
vestment may pose to the financial
holding company;

(iii) Market conditions;

(iv) The nature of the portfolio com-
pany’s business;

(v) The extent and history of involve-
ment by the financial holding company
in the management and operations of
the company; and

(vi) The average holding period of the
financial holding company’s merchant
banking investments.

(6) Restrictions applicable to invest-
ments held beyond time period. A finan-
cial holding company that directly or
indirectly owns, controls or holds any
share, asset or ownership interest of a
company under this subpart for a total
period that exceeds the period specified
in paragraph (b)(1) of this section
must—

(i) For purposes of determining the
financial holding company’s regulatory
capital, apply to the financial holding
company’s adjusted carrying value of
such shares, assets, or ownership inter-
ests a capital charge determined by the
Board that must be:

(A) Higher than the maximum mar-
ginal Tier 1 capital charge applicable
under the Board’s capital adequacy
rules or guidelines (see 12 CFR 225 ap-
pendix A) to merchant banking invest-
ments held by that financial holding
company; and

12 CFR Ch. Il (1-1-12 Edition)

(B) In no event less than 25 percent of
the adjusted carrying value of the in-
vestment; and

(ii) Abide by any other restrictions
that the Board may impose in connec-
tion with granting approval under
paragraph (b)(4) of this section.

§225.173 How are investments in pri-
vate equity funds treated under
this subpart?

(a) What is a private equity fund? For
purposes of this subpart, a ‘“‘private eq-
uity fund” is any company that:

(1) Is formed for the purpose of and is
engaged exclusively in the business of
investing in shares, assets, and owner-
ship interests of financial and non-
financial companies for resale or other
disposition;

(2) Is not an operating company;

(3) No more than 25 percent of the
total equity of which is held, owned or
controlled, directly or indirectly, by
the financial holding company and its
directors, officers, employees and prin-
cipal shareholders;

(4) Has a maximum term of not more
than 15 years; and

(5) Is not formed or operated for the
purpose of making investments incon-
sistent with the authority granted
under section 4(k)(4)(H) of the Bank
Holding Company Act (12 TU.S.C.
1843(k)(4)(H)) or evading the limita-
tions governing merchant banking in-
vestments contained in this subpart.

(b) What form may a private equity
fund take? A private equity fund may
be a corporation, partnership, limited
liability company or other type of
company that issues ownership inter-
ests in any form.

(c) What is the holding period permitted
for interests in private equity funds?—(1)
In general. A financial holding company
may own, control or hold any interest
in a private equity fund under this sub-
part and any interest in a portfolio
company that is owned or controlled
by a private equity fund in which the
financial holding company owns or
controls any interest under this sub-
part for the duration of the fund, up to
a maximum of 15 years.

(2) Request to hold interest for longer
period. A financial holding company
may seek Board approval to own, con-
trol or hold an interest in or held

266



Federal Reserve System

through a private equity fund for a pe-
riod longer than the duration of the
fund in accordance with §225.172(b) of
this subpart.

(3) Application of rules. The rules de-
scribed in §225.172(b)(2) and (3) gov-
erning holding periods of interests ac-
quired, transferred or previously held
by a financial holding company apply
to interests in, held through, or ac-
quired from a private equity fund.

(d) How do the restrictions on routine
management and operation apply to pri-
vate equity funds and investments held
through a private equity fund?—(1) Port-
folio companies held through a private eq-
uity fund. A financial holding company
may not routinely manage or operate a
portfolio company that is owned or
controlled by a private equity fund in
which the financial holding company
owns or controls any interest under
this subpart, except as permitted under
§225.171(e).

(2) Private equity funds controlled by a
financial holding company. A private eq-
uity fund that is controlled by a finan-
cial holding company may not rou-
tinely manage or operate a portfolio
company, except as permitted under
§225.171(e).

(38) Private equity funds that are not
controlled by a financial holding com-
pany. A private equity fund may rou-
tinely manage or operate a portfolio
company so long as no financial hold-
ing company controls the private eq-
uity fund or as permitted under
§225.171(e).

(4) When does a financial holding com-
pany control a private equity fund? A fi-
nancial holding company controls a
private equity fund for purposes of this
subpart if the financial holding com-
pany, including any director, officer,
employee or principal shareholder of
the financial holding company:

(i) Serves as a general partner, man-
aging member, or trustee of the private
equity fund (or serves in a similar role
with respect to the private equity
fund);

(ii) Owns or controls 25 percent or
more of any class of voting shares or
similar interests in the private equity
fund;

(iii) In any manner selects, controls
or constitutes a majority of the direc-

§225.175

tors, trustees or management of the
private equity fund; or

(iv) Owns or controls more than 5
percent of any class of voting shares or
similar interests in the private equity
fund and is the investment adviser to
the fund.

§225.174 What aggregate thresholds
apply to merchant banking invest-
ments?

(a) In general. A financial holding
company may not, without Board ap-
proval, directly or indirectly acquire
any additional shares, assets or owner-
ship interests under this subpart or
make any additional capital contribu-
tion to any company the shares, assets
or ownership interests of which are
held by the financial holding company
under this subpart if the aggregate car-
rying value of all merchant banking in-
vestments held by the financial holding
company under this subpart exceeds:

(1) 30 percent of the Tier 1 capital of
the financial holding company; or

(2) After excluding interests in pri-
vate equity funds, 20 percent of the
Tier 1 capital of the financial holding
company.

(b) How do these thresholds apply to a
private equity fund? Paragraph (a) of
this section applies to the interest ac-
quired or controlled by the financial
holding company under this subpart in
a private equity fund. Paragraph (a) of
this section does not apply to any in-
terest in a company held by a private
equity fund or to any interest held by
a person that is not affiliated with the
financial holding company.

(c) How long do these thresholds remain
in effect? This §225.174 shall cease to be
effective on the date that a final rule
issued by the Board that specifically
addresses the appropriate regulatory
capital treatment of merchant banking
investments becomes effective.

§225.175 What risk management,
record keeping and reporting poli-
cies are required to make merchant
banking investments?

(a) What internal controls and records
are necessary?—(1) General. A financial
holding company, including a private
equity fund controlled by a financial
holding company, that makes invest-
ments under this subpart must estab-
lish and maintain policies, procedures,
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